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Plant Accounts in Invested Capital*
By Lee Perkins
The use of invested capital in the calculation of federal taxes
was intended to remove what might otherwise have been a dis
crimination between the business making a relatively large income
through small investment and the one making a similar income
on a large investment. It was felt that the latter should not pay
so large a tax as the former, so a portion of the income, depending
upon the amount of invested capital, was exempted from the
profits taxes.
The most serious objections to the profits taxes have not been
because of their high rates, burdensome as these have been, for
they have been passed on very successfully. The difficulty has
been in determining what the taxes were going to be soon enough
to pass them on completely. Many enterprises have faced heavy
additional assessments on income earned two and three years ago,
to be paid in these lean years when it is proving difficult to keep
the business alive.
The determination of gross income has been relatively easy,
and the determination of allowable deductions from income has
not been difficult. The determination of invested capital, however,
has been fraught with many pitfalls, and seldom will two men
agree as to what should be allowed. In this determination of
invested capital no group of accounts has caused more trouble,
and furnished more hidden opportunities for the assessment of
additional taxes, than that of machinery, buildings and other fixed
assets.
Accounting was first developed by the bankers, and much of
it is to-day under their control and guidance. With so large a
part of the bankers’ assets in the form of cash or securities
readily convertible into cash, and their business health so depend
ent upon this readiness of conversion, they began at an early
date to disregard the values in their fixed assets, and to confine
their attention to current assets readily convertible into cash.
Bank fixtures and even buildings were written down to insignifi
cant figures or to nothing, and the business man and manufacturer,
dependent largely on the banker for his opportunity to expand,
imbibed his ideas and copied his practices.
* A thesis presented at the November, 1921, examinations of the American Institute
of Accountants.
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The conservative business organized twenty to thirty years
ago put its first machinery and buildings on its books, but as it
developed and expanded, additions and improvements were buried
in operating accounts and closed off against earnings. To exhume
them to-day is usually difficult and sometimes impossible. Coinci
dent with this writing down of plant assets, the theory of
depreciation was well-nigh discredited, or it was at least decided
that the repairs, renewals and replacements, as well as improve
ments, charged against earnings, provided more than enough
margin of safety. This indeed it did, to the sorrow of the owners
when facing profits taxes.

As though the plant accounts were not already too low,
revenue agents, in verifying the correctness of the taxpayer’s
determination of taxes, have analyzed his plant accounts, accu
mulated the additions thereto year by year, and depreciated them
throughout their life at the rather heavy rates that have been so
freely used for deductions in the years of heavy taxes. This has
usually been done without any attempt by the inspector to
analyze the expense accounts of the early years to restore the
many additions and improvements which were charged off, fre
quently, in fact, impossible of identification. The result has been
theoretically, and on the inspector’s schedules actually, to wipe
out all of the early investment in plant, which in reality either
still exists or has been replaced in kind by far more costly
equipment.
The remedy for this situation is an exhaustive study of the
accounts into which the cost of plant items may have disappeared
and a strenuous effort to restore them. As the success in doing
so usually returns, in the way of reduction of additional taxes,
from fifteen to twenty per cent. of the amount restored, when the
years 1917 to 1921 are involved, the search is thoroughly worth
while.
In this search for plant assets charged off, and the preparation
of a claim for their inclusion, the easiest items to discover and
the easiest concerning which to convince the treasury department
as to their place in invested capital are the additions. This is
not difficult if purchase invoices have been preserved. The
schedules setting forth these additions should give a brief
description of the items, the vendor, the date and page number
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of the book of entry, and the account to which each item was
originally charged.
If the books have been kept as outlined, it will usually be
found that even for such additions as have been charged to plant
accounts the cost of installation, freight and cartage, and the
cost of accessory equipment have all found their way into loss
and gain accounts buried in operating expenses. To segregate
and restore such items is difficult and is frequently the result of
the combined efforts of the accountant and engineer.

The cost of installation, chiefly labor, must ordinarily be
estimated, but to be accepted it must be estimated on a sound
basis displayed in much detail. The actual cost of the labor, or
even the labor hours, of installation throughout the period covered
will not often be available. Frequently the labor hours of recent
similar installations may be taken from time tickets, or this
information may be obtained from the experience of the manu
facturers or it may be carefully estimated. A table of the labor
rates in effect during the various years compared with current
rates will give the variation in installation costs by years.

Freight charges will be the product of weight and rates. It
is improbable that the freight bills, even if preserved over a long
period, can be identified with the items of additions sufficiently
to insure the inclusion of all of them. It will be necessary to
obtain the weights from manufacturers or to estimate them
carefully. The rates must be taken from freight bills at the time,
if available, or obtained from the railroads. Cartage may be
estimated from labor and other rates current during the years
involved, compared with current cartage bills.

Betterments and improvements present the hardest problem,
as long after an installation it is difficult to estimate the portion
of an improvement that is a proper charge to plant accounts and
the portion that adds no value but merely replaces old construc
tion displaced. The disposition of this latter portion, replacing
old construction, would be a charge either to operating costs as
obsolescence or to a reserve for depreciation because restoring
accumulated deterioration for which the reserve was provided.
These charges against the reserve have the effect of increasing
invested capital without themselves being subject to depreciation
in subsequent years.
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Replacements may usually be included as additions. This does
not conform to sound accounting, as they or the cost of the asset
they replace would be charged against reserves, except for the
usual element of betterment involved, but the methods of the
department justify their treatment as additions. This is because
in building up plant accounts, and assuming an estimated life,
the additions for each year are eliminated from both the total of
the assets and the accumulated reserve at the end of this estimated
life. There is therefore no occasion to eliminate the cost of a
specific asset when replaced. It is immaterial that the actual
replacement does not occur at the time of theoretical expiration,
as in estimating the life of the group it is assumed to be merely
an average.

Frequently an allowance for old machinery displaced is made
by the vendor and deducted from the face of the invoice for
replacements. Even when charged to plant accounts such replace
ments will usually be found to be entered net after deducting the
allowance. In restoring the accounts for invested capital purposes
the amount of the allowance should be added to the assets and
also to the reserve for depreciation. That it should be added to
the assets is obvious, as the entire cost of the items replaced will
be eliminated at the end of their theoretical life. The addition to
the reserve is to avoid increasing invested capital through such
items and to offset the excessive elimination from the reserve.
The advantage, even though there is no increase in invested
capital, lies in the increase in the basis on which depreciation will
be calculated in the years of heavy taxes. This assumes that such
gain will exceed the loss in the interim through reduction in
invested capital from depreciation taken on the restored allowance,
which will depend to some extent upon the length of this interim
and the depreciation and tax rates.
The federal tax laws, somewhat inconsistently, permit depre
ciation to be included in expense based on fair values March 1,
1913, although such values are not a factor in invested capital.
The excess of depreciation based on fair values March 1, 1913,
over depreciation based on cost may be restored to invested
capital if charged on the books as expense. Ordinarily this
portion of the depreciation will be credited to a special reserve,
“realization of appreciation,” which will be treated as a surplus
reserve.
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The rate of depreciation applied to the fair value March 1,
1913, usually an appraisal value, should be derived from the rate
applied to the assets at cost as used in developing invested capital.
This is illustrated in the accompanying table. If on a certain
class of assets we use a depreciation rate of 10 per cent. based on
cost, equivalent to a life of ten years, additions to plant accounts
acquired in 1902 (depreciated from the beginning of 1903) will
have been depreciated for ten years by the end of 1912, will
theoretically have no remaining life thereafter, and the cost will
be eliminated from the assets and from the reserve. Assets
acquired during 1903 will have one year remaining life after 1912;
assets purchased in 1904 will have two years remaining life, etc.
The average remaining life of the entire group will depend upon
the relative amounts of additions in the various years.
This average remaining life may be obtained by multiplying
the cost of additions of each year not yet eliminated by the
remaining life of the assets purchased that year, adding these
products, and dividing by the sum of the cost of assets not
eliminated. This will give the average remaining life from the
end of 1912 of the assets on hand at that date. Deducting two
months, or one-sixth year, the remainder is the average remaining
life March 1, 1913, and when converted into depreciation rates
may be applied to the fair values March 1, 1913.
The average remaining life March 1, 1913, may be obtained
by a shorter and simpler method than described above. We may
assume that the amount of depreciation for the year 1913 as
determined on the invested capital schedule of plant accounts on
the basis of cost is the same depreciation we would obtain based
upon the net depreciated value at the end of 1912 derived from
cost, using a depreciation rate corresponding to the average
remaining life at that date. Therefore if we divide the net
depreciated value as shown on the invested capital schedule of
plant accounts at the end of 1912 by the depreciation for 1913,
we obtain the average remaining life of all the assets theoretically
on hand at the end of 1912, which corresponds to the assumed
life from date of purchase used in the preparation of the invested
capital schedule. A deduction of two months gives the average
remaining life as at March 1, 1913, and will be considered the
average remaining life of the assets included in an appraisal as at
March 1, 1913, if available, on which the depreciation included in
expense will be based.
335
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8
9

5
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Product

2,960
15,510
27,600
10,900
20,820
64,260
21,680
12,780
87,900
$272,230

$ 7,820

-----------

5.54 years average life from Dec. 31, 1912
$49,120--- .17 years (2 months) to March 1, 1913
5.37 years average life from March 1, 1913

$272,230

11
12

1910

8
9

7

5
6

4

.

$ 7,820

1903

2
3
4

1

Additions

Year

20

11
12
13
14
15
16
17
18
19

1910

8
9

7

4
5
6

1,480
5,170
6,900
2,180
3,470
9,180
2,710
1,420
8,790
$49,120

December 3 1 , 1912

2,100
3,410
7,820
1,480
5,170
6,900
2,180
3,470
9,180
2,710
1,420
8,790
5,130
2,960
7,680
3,430
5,160
7,910
2,860
5,610

2
3

1

1900

Balance, Jan.

for each class of
Total
expirations
to end
of year

assets')
Reserve for
depreciation
end of year

Net
assets

Alternate method of calculation
Net assets Dec. 31, 1912 $ 27,223
—
Depreciation for 1913
$ 4,912

=

=

-----

.17

years (2 months) to
March 1, 1913
5.37 years average life
from Mar. 1, 1913

5.54 years average life
from Dec. 31, 1912

$102,090
................................
106,810$10,209
$10,209
108,910
108,910 10,681
20,890
..........
112,320
112,320 10,891
31,781
..........
120,140
120,140 11,232
43,013
..........
121,620
121,620 12,014
55,027
..........
126,790
126,790 12,162
67,189
..........
133,690
133,690 12,679
79,868
.....................
135,870
135,870 13,369
93,237
..........
139,340
139,340 13,587
106,824
.
148,520
$102,090
46,430
13,934
120,758
$102,090
$18,668
$27762
151,230
106,810
44,420
4,643
125,401
106,810
18,591
25 829
152,650
108,910
43,740
4,442
129,843
108,910
20,933
22 807
161,440
112,320
49,120
4,374
134,217
112,320
21,897
27,223
166,570
120,140
46,430
4,912
139,129
120,140
18,989
27 441
169,530
121,620
47,910
4,643
143,772
121,620
22,152
25,758
177,210
126,790
50,420
4,791
148,563
126,790
21,773
28 647
180,640
133,690
46,950
5,042
153,605
133,690
19,915
27,035
185,800
135,870
49,930
4,695
158,300
135,870
22,430
27 500
193,710
139,340
54,370
4,993
163,293
139,340
23,953
30 417
196,570
148,520
48,050
5,437
168,730
148,520
20,210
27 840
202,180
151,230
50,950
4,805
173,535
151,230
22,305
28,645
Determination of Average Remaining Life, March 1, 1913
Remaining life

Total
Additions additions at
during year end of year
1, 1900 ........
$102,090
$4,720
106,810

Year ended
December 81st

be developed

Balance of
Total
assets at end
Total
expirations of year. Basis Depreciation depreciation
to end
of depreciation
for year
to end
of year
following yrs.
at 10%
of year

(A separate schedule would
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The use of appraisals as at March 1, 1913, as the basis for
depreciation charges in expense is well established if the appraisals
were taken at or about that date. In the published rulings of the
bureau of internal revenue are cases wherein appraisals of real
estate taken a year later than the date at which it was priced have
been accepted. Appraisals taken at a later date but priced as at
March 1, 1913, or any other earlier date must be well supported
by collateral evidence to be allowed.
In using an appraisal taken at a later date, but valued as at
March 1, 1913, items purchased during the intervening period
must be eliminated. If the books have been poorly kept as to
plant accounts it is sometimes difficult to convince the treasury
department that this can be done properly.
Pricing buildings and machinery at reproductive cost as at any
date not too remote is not difficult, as the appraisal companies
have the necessary data recorded at that time. Determining the
condition and the accumulated depreciation as at an earlier date,
however, is more difficult, and upon the satisfactory accomplish
ment of this rests the value of appraisals as at an earlier date
taken to-day for the purpose of reducing taxes. If a satisfactory
solution is possible, the treasury department must accept such
recent appraisals in order that there be no discrimination against
those who were not so fortunate as to have had an appraisal made
about March 1, 1913.
As mentioned earlier, the date March 1, 1913, has no signifi
cance in calculations of invested capital, but in certain circum
stances appraisals as at dates prior to March 3, 1917, may be
used as the foundation of plant accounts in invested capital. When
a partnership or single proprietorship was incorporated, or two
separate corporations were consolidated in a new corporation,
prior to March 3, 1917, the plant assets (and other assets subject
to other limitations of the law, such as intangibles) may be
included in invested capital at their fair cash value at the time of
such reorganization.
If a new company was organized and the assets and business
of a single predecessor company were transferred to the new
company, the plant assets (and other assets as above) may be
included in the invested capital of the new company at their fair
cash value at the time of such reorganization only if in the
reorganization there has been a distinct change of entity.
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The department does not specify what constitutes such a
change of entity, merely stating that there may be such a change
even though there is no change in capital or stockholding, although
substantial changes in either would seem to be the soundest
indication of a change of entity. The department has ruled that
mere reincorporation in a state other than that in which originally
incorporated, in order to avoid objectionable laws, would not be
considered as constituting a change of entity.
Appraisals allowed at reorganizations as indicating the cost
of the plant assets, or the amount of paid-in surplus in connection
therewith, are allowable at no other time than when the assets
are acquired by the company, and are allowable subsequent to
March 3, 1917, the date of enactment of the first excess-profitstax law based upon invested capital only when there is a change
of interest in such assets of more than 50 per cent.
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